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DISCLOSURE STATEMENT

This advice constitutes return information subject to I.R.C.
§ 6103. This advice contains confidential information subject to
attorney-client and deliberative process privileges and if '
prepared in contemplation of litigation, subject to the attorney
work product privilege. Accordingly, the Examination or Appeals
recipient of this document may provide it only to those persons
whose official tax administration duties with respect to this
case require such disclosure. In no event may this document be
provided to Examination, Appeals, or other persons beyond those
specifically indicated in this statement. This advice may not be
disclosed to taxpayers or their representatives.

This advice is not binding on Examination or Appeals and is
not a final case determination. Such advice is advisory and does
not resolve Service position on an issue or provide the basis for
closing a case. The determination of the Service in the case is
to be made through the exercise of the independent judgment of
the office with jurisdiction over the case.

ISSUE

Whether interest payments made by the tax ayer to
subsidiaries of the taxpayer's %parent

corporation should be treated as if made directly to the parent
for purposes of the tax imposed by I.R.C. § 881 (and thus the
withholding requirements of section 1442 and the liability rules
of section 1461).

CONCLUSION
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FACTS

The taxpayer, , is the U.S.
subsgidiary of a arent, '

based in|EEEEENEENEENEGN Thc taxpayer is a holding comiany and

is the parent corporation of U.S. subsidiaries. 1In
borrowed money from banks and then contributed the
borrowed funds to two subsidiaries, one in the

and another in the |

The funds were
contributed as equity-~-not lcaned. made an interest
free lecan of most of its equity to | and I oaned those
funds plus most of its own equity to the taxpayer. The taxpayer
paid interest on this loan at a rate of prime plus The
taxpayer treated these payments as exempt from withholding
requirements under the U.S. treaty as then in
existence. No Forms 1042 were filed. The taxpayver also deducted
the interest payments. For the first few years, -promptly
loaned the amount of the interest payments, and more, back to the
taxpayer.

It appears that during jiilll and il BB stopped lending
money to the taxpayer, even amounts to cover the interest, and
the taxpayer began repaying the principal of the loans. The
principal amounts went from an apparent high of 51 at
the end of to a low of I -+ the end of . At
the end of the U.S.- M trcaty was amended to remove
the exemption from the withholding requirements. After
d and - were sold to a ﬂbank for an unknown

amount ,

B - Bl :-o-:r to have engaged in no business

activities other than the loans and some hedging activities. The
remainder of their expenditures are minuscule amounts relating to
rent, taxes, salary, management fees, etc.--the usual overhead
items for a small office.

The taxpayer's years under audit are [l throush Il The
taxpayer filed no Forms 1042, thus, if the withholding rules
apply, the statute of limitaticns will be no bar to assessment.
The statute of limitations on assessment relating to the
taxpayer's income tax returns for those years has expired,
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however. Thus an adjustment to the interest deduction is no
longer pessible.

The taxpayer has made several arguments relating to its
business reasons for creating the hentities. First,

taxpayer has argued that the entities were created to act as
holding companies for future acquired European subsidiaries.
Although there i1s documentary evidence of investigation of
potential acquisitions in h none were acquired. Second,
the taxpayer realized a profit when [l was sold to a |
bank. The taxpayer has arqgued that this profit constitutes a
business purpose. Third, the taxpayer has argued that the
existence of the M cntities were useful for public relations
purposes in a private placement of preferred shares to

and [ investors. The existence of a [l subsidiary
supposedly comforted potential ﬂtors. Fourth, the
taxpayer has also argued that 1t had tax motivations for

creating these entities. The taxpayer argues that this structure

helped it avoid annual Federal and capital
taxes as well as annual Federal and income
taxes. .

The _Federal and _ governments imposed

taxes on the capital of a corporation totaling 8 or less for
the years at issue. By keeping the interest earned in the
I B -/cided adding it to its retained earnings and.
thus, supposedly, avoided an increase in its capital taxes for
those years. With regard to the income tax, the taxpayer argues
that il benefitted from | R s system of exempting dividends
from foreign countries--although no credit is given for any
foreign withholding either. The taxpayer has not shown that the
withholding would have been less than U.S.
withholding. Finally, the taxpayer argues that [[llbenefitted by
deferring any capital gains income on disposition of foreign
assets. It does not appear, however, that any foreign assets
related to the | corporations were ever sold until the
corporations themselves were sold.

LAW AND ANALYSIS

I.R.C. §§ 871 and 881 generally impose a tax of thirty
percent on interest income received by a nonresident alien or
foreign corpcration from sources within the United States.!

! Section 871. Tax on nonresident alien individuals

(a) Income not connected with United States business--30 percent
tax.--
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United States sources who pay such interest generally are
required to deduct and withhold a tax equal to thirty percent of
the amounts they pay. See sections 1441(a) and (b).? If they
fail to do so, they are liable for the withholding tax. See
section 1461.° Under this statutory framework, the taxpayer

(1) Income other than capital gains.--Except as provided in
subsection (h), there is hereby imposed for each taxable year a
tax of 30 percent of the amount received from sources within the
United States by a nonresident alien individual as-—-
(A) interest {other than original issue discount as defined
in section 1273), dividends, rents, salaries, wages,
premiums, annuities, compensations, remunerations,
emoluments, and other fixed or determinable annual or
periodical gains, profits, and income.

Section 881. Tax on income of foreign corporations not connected
with United States business

(a) Imposition of tax.--Except as provided in subsection (c),
there is hereby imposed for each taxable year a tax of 30 percent
of the amount received from sources within the United States by a
foreign corporation as-
(1) interest (cther than original issue discount as defined
in section 1273), dividends, rents, salaries, wages,
premiums, annuities, compensations, remunerations,
emoluments, and other fixed or determinable annual or
periodical gains, profits, and income.

* Section 1441. Withholding of tax on nonresident aliens

(a) General rule.--Except as otherwise provided in subsection
(c), all persons, 1in whatever capacity acting (including lessees
or mortgagors of real or personal property, fiduciaries,
employers, and all officers and employees of the United States)
having the control, receipt, custody, disposal, or payment of any
of the items of income specified in subsection (b) (to the extent
that any of such items constitutes gross income from sources
within the United States), of any nonresident alien individual or
of any foreign partnership shall (except as otherwise provided in
regulations prescribed by the Secretary under section 874) deduct
and withhold from such items a tax equal to 30 percent thereof.

(b) Income items.--The items of income referred to in subsection
(a) are interest (other than original issue discount as defined
in section 1273).

3 Section 1461. Liability for withheld tax
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would have been required to withhold tax on the interest it paid
if it had been paid directly to

The Code also provides, however, that, to the extent
required by any treaty obligation of the United States, income of
any kind is exempt from taxation and excluded from gross income.
See section 894.* During the years at issue, Article

Based on 'this
provision, the taxpayer did not withhold tax on its interest
payments to Finance.

Under the terms of the Treaty, interest on a note that is
"derived from" a United States corporation by a [ HIIEIGIzINIE
corporation is exempt from United States taxation. The guestion
is whether this interest was actually derived by a *
corporation, or if the I corporation may be ignored
under either a sham transaction theory or a substance over form
theory. -

WIQIG®)

Every person required to deduct and withhold any tax under
this chapter is hereby made liable for such tax and is
hereby indemnified against the claims and demands of any
person for the amount of any payments made in accordance
with the provisicns of this chapter.

4" Section 89%4. Income affected by treaty
(a) Treaty provisions.--
(1) In general.--The provisions of this title shall be applied to

any taxpayer with due regard tc any treaty obligation of the
United States which applies to such taxpayer.




CC:WR:SCA:LN:TL-N-2..5-99

. fl(b)(5)(AC)
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(b)(5)(AC)
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(b)(5)(AC)
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